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The Distortion of Surplus

S

U R P L U S , in its simplest conception,
signifies an accumulation of profits.
Thus, it was used probably in the earliest
balance sheets, the exact date of which history has failed to record. I n the process of

evolution, culminating in the present-day
balance sheets of corporations particularly,
it has lost much of its original significance.
Now, frequently it serves as a convenient
balancing figure, representing the excess of
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asset values as stated over the aggregate
of amounts designated as liabilities and
capital.
When the merchant of antiquity risked
his money i n a venture, it was with a view
to gain. When the venture was completed,
if a gain resulted, he had more money than
when he started. If he withdrew his gain,
his capital remained i n the amount originally ventured. If he allowed his gain to
remain and he reinvested the whole amount
in a new venture, his total investment,
judged i n comparison with what he had
when he started, was composed of two
parts: original capital and profit. Repeating the process with success, the results of
his venturing expressed i n relation to the
capital invested in his first venture were
accumulated profits.
Modern
business
enterprises
have
assumed such proportions and have become
so involved that business capital no longer
follows the simple course from cash to
goods and back into cash, carrying with it
the profit resulting from the transactions.
Production and distribution in keeping pace
with advancing civilization have developed
complexities hitherto unknown. M a n u facturing has become a prominent activity
of business. Credit has become an important factor; its recent unprecedented expansion a matter of some concern.
Business capital now of necessity must
tread through an enlarged cycle, comprehending cash, raw materials, goods i n
process of manufacture, finished goods,
accounts receivable, and notes receivable.
In the current cycle, no profit adheres to the
capital until it reaches the stage of accounts
receivable. The profit does not arise until
there has been an exchange of enforceable
rights, the seller acquiring the right to
recover his original capital invested in
goods, plus the profit which he has added.
After one complete cycle, the profit on the
first turn is merged with the original
capital. During the progress of subsequent
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turns the profit may be strewn along the
way, so to speak, i n any of the assets representing the stages in the cycle.
The original function of the surplus
account was to show the amount of the
accumulated profits. It was the measurement of increase i n asset values, by reason
of profits merged therein, over the amount
of the original investment of capital.
Apparently, no one ever has attempted to
place upon surplus the burden of showing
the particular location of the profits. The
reason probably is obvious. As yet the
way to do so appears not to have been
discovered.
Profits need not be confined i n their
location to current assets. If a vendor of
merchandise is able to continue his regular
volume of business, and without borrowing,
to pay for the construction of a building in
which to house his enterprise, the presumption is that he does so out of profits. Y e t
no one is able to say just how the cash
which he paid to the contractor is divided
between original capital and profits.
Furthermore, no one is concerned particularly. The operation in itself represents
no profit. It is a mere conversion of an
asset i n one form into that of another form.
Therefore, the question of surplus is not
so much a matter of where the profit rests
as of how much has been accumulated.
Events of recent years have given rise to
increases in the surplus account representing matters other than profits. Changes
in price levels have been the cause of many
upward revaluations of property which,
when given effect in the asset accounts,
had to be reflected somewhere on the opposite side of the balance sheet. Legislatures
of various states, i n attempting to remove
par value from shares of capital stock, have
caused arbitrary amounts to be segregated
and designated as capital, with the result
that capital in excess of such amounts must
be forced into some other account.
Surplus has been a favorite dumping
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ground for odds and ends which were not company with an operating deficit which
wanted elsewhere. If the property account had accumulated over a period of several
was written up, surplus took up the years might cause its ore bodies to be
increase. If shares of stock without par remeasured, the content, sales thereof, and
value were sold for $100, as they may have profits therefrom to be estimated at the
been formerly when the par value was present worth and revalue the property on
$100, some nominal amount per share was that basis. The resulting increase in value
credited to capital account and the re- might be credited to surplus, thereby
mainder was thrown into surplus.
hiding entirely the deficit. The purchaser
of
shares in a corporation, the balance sheet
The result of conditions has been that a
of
which concealed a situation of this charsurplus item on the balance sheet no longer
acter,
might have just reason to claim that
may be accepted without question as reprehe
had
been misled.
senting accumulated profits. T o use a
current expression, it may mean almost
The correction of this abuse is to be
anything. The range of possibilities may found in at least one of two ways. Preferinclude paid-in capital, premium on capital ably, perhaps, the surplus should be stated
stock with par value, appraisal of physical on the balance sheet, so analyzed into items
property, revaluation of oil or mineral as to show its general derivation, for
deposits, adjustment of merchandise inven- example, so much respectively from operatory values, revaluation of securities owned, tions, from appraisal of property, from
book profits resulting from exchange of apportionment of paid-in capital. The
securities, conversion of capital stock on alternative is to separate all other surplus
bonds payable, and what not. Thus, from accumulated profits and designate it
might result the distortion of what origi- as capital surplus.
nally was intended to reflect the amount of
This discussion is not concerned with
profit included in the assets over and above the question of whether or not divithe amount therein represented by the dends may be provided for out of capital
capital contributed to the enterprise.
surplus. That question is one for the law
T o illustrate the foregoing: a mining to decide.

